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THE COMMODITY FUTURES
MODERNIZATION ACT OF 2000 AND
RECENT MARKET DEVELOPMENTS

THURSDAY, SEPTEMBER 8, 2005

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Committee met at 10:05 a.m., in room SD-538, Dirksen Sen-
ate Office Building, Senator Richard C. Shelby (Chairman of the
Committee) presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY

Chairman SHELBY. The hearing will come to order. This morning,
the Committee will examine the impact of the Commodity Futures
Modernization Act of 2000 and recent market developments. Five
years ago, Congress passed the Commodity Futures Modernization
Act, making significant changes to the Commodity Exchange Act
and the regulation of derivatives. The CFMA was the product of a
comprehensive hearing process involving the Banking Committee
and the Agriculture Committee. The Act provided for legal cer-
tainty and regulatory clarity for over-the-counter derivatives, mod-
ernized the regulatory regime for futures trading, and established
a framework for trading security futures products. The CFMA rec-
ognized that certain financial products have attributes of securities
and futures and provided for a regulatory regime intended to as-
sure that the purposes of the Commodity Exchange Act and the
Federal securities laws are carried out.

As the CFTC’s 5-year reauthorization approaches, it is time to
revisit and to evaluate some of the provisions contained in the
CFMA. Since passage of the CFMA, the futures markets have con-
tinued to evolve as innovative products, and new market partici-
pants now define the marketplace. Although futures contracts were
originally tied to agricultural and other physical commodities, the
vast majority of trading now involves financial instruments such as
foreign currencies, stock indexes and government securities. Given
that certain futures contracts based on financial instruments can
function as a proxy for that financial instrument, this Committee
has a significant role to play in examining any proposed changes
to the regulatory lines established in the CFMA.

During the current reauthorization process, several issues have
arisen that are indicative of the changing nature of the futures
markets. Specifically, we will examine security futures and con-
sider how portfolio margining could apply to these products and se-
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curities options. Given the hybrid nature of certain futures, it is
important to appreciate the joint regulatory regime overlaying
these products. We will also consider proposed definitional changes
to the term “narrow-based security index” that are intended to ex-
pand the scope of future products that can be based on debt and
foreign securities. These changes are significant because they gov-
ern regulatory jurisdiction. We are mindful of the investor protec-
tion concerns regarding investor protection, insider trading, and
market manipulation underlying the current statutory definition.
Finally, we will consider several issues related to the sale of foreign
exchange contracts to retail investors. Some have raised concerns
regarding the scope of foreign exchange products subject to the
CFTC’s authority, and some have also proposed new registration
requirements for certain counterparties involved in the sale of re-
tail foreign exchange products.

While considering legislative proposals to amend the Commodity
Exchange Act, it is important to ensure that any resulting amend-
ments do not capture financial products specifically excluded from
the regulatory regime created by the CFMA. Expanding the CFTC’s
jurisdiction to include new products and market participants must
be carefully examined to guard against unintended consequences
that could undermine the legal certainty, grant competitive advan-
tages or leave investors without necessary protections.

The Committee’s examination of the CFTC’s reauthorization is
consistent with the Senate’s approach to these complex issues in
the year 2000. As the Senate considers reauthorization of CFTC, I
look forward to working with Chairman Chambliss and the other
Members of the Committee of the Agriculture Committee. We all
share an interest in ensuring a fair, efficient, and competitive mar-
ketplace for financial products.

We will have two panels here this morning. First, we will hear
from the members of the President’s Working Group on Financial
Markets. During consideration of the Modernization Act in 2000, 5
years ago, the Working Group’s recommendations were invaluable
and served as a roadmap for reform. I once again expect the Work-
ing Group’s recommendations to inform and guide the current
reauthorization process. Any legislative proposals to redraw the
regulatory lines should receive a complete examination and en-
dorsement by the Working Group.

Representing the Working Group this morning we have Mr.
Randal Quarles, Under Secretary for Domestic Finance, U.S. De-
partment of the Treasury; Mr. Robert Colby, Deputy Director of the
Division of Market Regulation, the Securities and Exchange Com-
mission; Mr. Patrick McCarty, General Counsel, Commodity Fu-
tures Trading Commission; and Mr. Pat Parkinson, Deputy Direc-
tor of the Division of Research and Statistics, the Federal Reserve.

On the second panel today, we will hear from a range of market
participants. The witnesses on the second panel will be Mr. Charles
Carey, Chairman of the Chicago Board of Trade; Mr. John
Damgard, President, Futures Industry Association; Mr. Terrence
Duffy, Chairman, Chicago Mercantile Exchange; Mr. Sandy
Frucher, Chairman and Chief Executive Officer of the Philadelphia
Stock Exchange, and Mr. Mark Lackritz, President, Securities In-
dustry Association; Mr. Robert Pickel, Executive Director and Chief
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Executive Officer, International Swaps and Derivatives Association;
and Mr. Daniel Roth, President, National Futures Association.

I thank each of you for appearing here this morning, and we look
forward to your testimony and your participation.

Senator Sarbanes.

STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman. I want
to commend you for holding this hearing, and for your leadership
in asserting the Committee’s role with respect to some of the issues
that are raised with respect to this matter.

Chairman SHELBY. Thank you.

Senator SARBANES. And I also want to acknowledge the work
that Senator Crapo’s been doing on this issue. We very much ap-
preciate it.

Five years ago this Committee, working closely with the Agri-
culture Committee, in a joint deliberative process—it was a very
cooperative working effort at that time—produced the Commodities
Futures Modernization Act of 2000, the CFMA. Some of us will re-
call that process included a joint hearing of the two Committees to
receive testimony from the agencies which comprise the President’s
Working Group on Financial Markets. Those agencies are actually
represented again today here at the witness table.

An important part of the CFMA was the authorizing of trading
of security futures, ending the prohibition that had been estab-
lished by the Shad-Johnson Accord. The CFMA permits trading of
security futures subject to joint regulation by the SEC and the
Commodities Futures Trading Commission. The Act requires that
the SEC and the CFTC, “ointly prescribe regulations to establish
margin requirements,” and that “the margin requirements for a se-
curity futures product be consistent with the margin requirements
for comparable options contracts.”

It is obviously appropriate for this Committee to review the im-
pact of the earlier law, especially, in light of legislation that the
Agriculture Committee marked up in late July. Fed Chairman Alan
Greenspan wrote on July 20 of this year that legislative provisions
which were adopted by the Agriculture Committee “include novel
terms and approaches,” and that the “issues are complex and the
potential for legislation to have unintended consequences is consid-
erable.” He went on to say, “I believe it would be a mistake to
enact legislation that has not been thoroughly evaluated by the
PWG”—the President’s Working Group—“and by market partici-
pants that may be affected.” I think this is an observation to which
we need to pay close attention.

One provision of the bill, S. 1566, the one marked up in the Agri-
culture Committee, would implement a pilot program for single
stock futures that would remove certain regulatory authority from
the SEC. The seven U.S. options exchanges stated in a letter date
July 20 of this year that they oppose this because it is “not con-
sistent with the regulatory and competitive parity between security
futures and security options established in the CFMA.” That was
an issue that we really worked very hard on back when we did that
earlier legislation.
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There are also other issues and provisions of the S.1566 which
merit our attention and which the witnesses will be addressing.

The Chairman of the Agriculture Committee said in the markup
that his Committee was passing the bill to move the legislative
process along and to stimulate discussion, which is of course what
is happening here today.

[Laughter.]

And he also said that he was committed to working over the next
few months with the Senate Banking Committee. I look forward to
working closely, as we have on so many issues, with Chairman
Shelby and Senator Crapo, who has played an important role in all
of this, as we try to resolve this matter.

We have a very collaborative working relationship the last time
around, and I hope that we will be able to achieve that this time
around as well. I think it is very important in ending up with a
constructive resolution of some of these issues.

Mr. Chairman, I join with you in welcoming the panels that are
before us. I have another engagement this morning, and I am not
quite sure how long I will be able to stay. I do want to say with
respect to the first panel that both Bob Colby at the SEC and Pat
Parkinson of the Fed have each served a quarter of a century with
distinction at their respective agencies, and I want to acknowledge
that here this morning. And Pat McCarty has served for more than
15 years with a number of agencies and on House staff before that.
And, Mr. Quarles, we welcome you to the panel, and you are a new
started, so to speak, but we wish you the very best as you move
ahead in your responsibilities.

Thank you very much, Mr. Chairman.

Chairman SHELBY. Senator Allard.

COMMENTS OF SENATOR WAYNE ALLARD

Senator ALLARD. Mr. Chairman, thank you. I am not going to
make any opening comments.
Chairman SHELBY. Senator Crapo.

STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you very much, Mr. Chairman, and I
want to say at the outset I appreciate both you and Senator Sar-
banes and the efforts that you have made to put this hearing to-
gether to work on this year.

Chairman SHELBY. Thank you for the work you did.

Senator CRAPO. Thank you very much.

Mr. Chairman, I strongly believe that we need to reauthorize the
Commodity Futures Trading Commission, and frankly, I think we
need to act promptly. But it is more important that we do not undo
the excellent work that is already based largely on the President’s
Working Group back in 1999. Many individuals and groups have
referred to the subsequent legislation, the Commodities Futures
Modernization Act of 2000, as a landmark in futures regulation.
The end result, measured in substantial increase in market vol-
ume, has been show to work well and to work very well.

The careful balance that was struck in the CFMA established a
tiered system of regulation depending upon the market partici-
pant’s decision to trade on a registerd futures exchange or on a de-
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rivatives transaction execution facility, and depending on the so-
phistication of the parties involved. The CFMA also created legal
certainty for swaps, prohibiting the CFTC from regulating them as
futures contracts and prohibiting the SEC from regulating them as
securities. The CFMA rightly recognized that swaps are banking
products. The issues addressed in the CFMA were very complex
3ndf required a substantial amount of time to negotiate and to
raft.

The Banking Committee played a key role in creating legal cer-
tainty for swaps in its work, together with the cooperation of the
Agriculture Committee, as evident in Titles III and IV of the
CFMA.

The CFMA was adopted with broad bipartisan support, after
careful consideration over a period of years by four Congressional
Committees and with the active support of the Secretary of the
Treasury, the Chair of the Board of Governors of the Federal Re-
serve, the Chair of the Commodity Futures Trading Commission,
and the Chair of the Securities and Exchange Commission.

I am very concerned that we not undo the significant achieve-
ment of the CFMA that was largely based on the President’s Work-
ing Group report entitled “Over-the-Counter Derivatives Market
and the Commodities Exchange Act.” That product was an excel-
lent report produced during the Clinton Administration.

That is why on July 19 I sent a letter to the PWG requesting its
new views on the draft Commodity Futures Trading Commission
reauthorization bill that was being worked on by the Senate Agri-
culture Committee. Chairman Greenspan replied, as Senator Sar-
banes has already indicated that, “the issues are complex and the
potential for legislation to have unintended consequences, including
uncertainty about the enforceability of legitimate transactions that
do not involve fraud, is considerable.” He went on to say, “Con-
sequently, I believe it would be a mistake to enact legislation that
has not been thoroughly evaluated by the PWG and by market par-
ticipants that may be affected.”

I am in complete agreement with that statement and would like
to thank you, Mr. Chairman, for starting this process today, and
Senator Sarbanes, for your long history of involvement and work
with this. This is a very technical subject matter and we need to
get it right.

It is my understanding that the PWG staff devoted much time
and effort during the month of August to address these concerns.
It is my hope that the PWG principals can come together in agree-
ment on this important issue and I look forward to the witnesses’
testimony today. If the PWG principals cannot reach agreement,
then I will be very hesitant to make very significant changes to the
CFMA during reauthorization. If the PWG principals reach con-
sensus but still have reservations, then I think we need to think
long and hard about how we proceed.

I am also very concerned that over the last 3 to 4 years there
have been proposals for additional regulation of energy derivatives
that is not warranted and would have changed the CFMA balance
in reaction to certain market events. Fortunately, we were able to
turn them back here in the Senate, but had they succeeded, I am
concerned that those efforts would have unraveled the delicate and
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highly negotiated balance, and frankly, would have adversely im-
pacted our economy.

In fact, in several hearings, Chairman Greenspan, commenting
on some of these proposals and their potential impact, indicated
that they could have had a serious dampening impacts on the abil-
ity of our economy to respond in a timely and appropriate fashion
to significant events. So we are dealing with very critical issues
here.

No doubt we must make sure that those who would commit fraud
in financial transactions are subject to very aggressive and effective
regulation, and that they are capable of being identified, stopped,
and punished, and I do not believe that there is anybody who
would disagree with that.

But in our zeal to make sure that we accomplish that objective,
I do not think that we want to create a disincentive for financial
markets in this country to work, and to work in the smoothness
and the effectiveness that they have been shown to be able to do
in the past. We want to have financial tools available that will
allow our economy to react swiftly and well, to allocate risk prop-
erly, and basically to keep us on the cutting edge of international
competition.

Mr. Chairman, as we have discussed, it is my intention to hold
a hearing in the Subcommittee on the International Trade and Fi-
nance on the regulation of futures based on financial instruments
and other financial products. In recent years, trading in futures
contracts has expanded rapidly beyond the traditional physical and
agricultural commodities into a vast array of financial instruments,
including foreign currencies, U.S. and foreign government securi-
ties, and U.S. and foreign stock indices.

I appreciate the Chairman’s willingness to facilitate and support
the Subcommittee’s interest in this and look forward to holding
that hearing.

Again, Mr. Chairman, I appreciate your attention to this issue
and look forward to working with you as we move forward.

Chairman SHELBY. Thank you.

Senator Martinez.

COMMENTS OF SENATOR MEL MARTINEZ

Senator MARTINEZ. Mr. Chairman, Thank you very much. I want
to thank you and Senator Sarbanes for this important hearing. I
have a brief statement.

Chairman SHELBY. We all want to call you “Mr. Secretary,” but
we are getting used to you being up here.

[Laughter.]

Senator MARTINEZ. I have changed now. I am pleased to be here
in this role, and I just want to submit a brief statement for the
record.

Chairman SHELBY. Without objection, it will be made part of the
record.

Senator MARTINEZ. Thank you, Mr. Chairman.

Chairman SHELBY. Senator Bunning.
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STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. Thank you, Mr. Chairman. I have a short
statement. I would like to just thank you for holding this hearing
today, and Senator Sarbanes also, on the Commodity Futures Mod-
ernization Act, the CFMA reauthorization.

In 2000, we enacted the CFMA after a joint Committee hearings
process involving the Banking Committee and the Agriculture
Committee. The CFMA enacted the most significant amendment to
the CEA and derivatives trading in 25 years. The CFMA provided
for legal certainty and regulatory clarity for over-the-counter de-
rivatives and a framework for trading security futures products.
The provisions in the CFMA generally followed the recommenda-
tions contained in the report by the President’s Working Group on
Financial Markets. The CFMA worked because the two Committees
worked together. Unfortunately, that is not the case this time.

I know the Chairman and Ranking Member have made their con-
cerns well-known to the Agriculture Committee. I wish the Ag
Committee would have worked with us to solve these problems.
But the Ag Committee chose to go ahead and report their bill, de-
spite this Committee’s concerns. I believe that was a mistake. Now,
we find ourselves with serious jurisdictional problems, problems I
believe could have been worked out to both Committees’ satisfac-
tion.

I understand the Ag Committee’s frustration with the lack of ac-
tion by the SEC on many of the issues they tried to fix in S.1566.
Many of us on this Committee have felt similar frustrations with
the SEC on other issues. It seems like no issue becomes a priority
to the SEC unless a State official starts making headlines. I am
confident this will change with Chris Cox as the new Chairman.

I hope this hearing and this process has gotten the SEC’s atten-
tion. I hope these issues that have sat around for 5 years-plus now,
will become priorities. I hope the SEC and the CFTC and the rest
of the President’s Working Group will continue to work together,
I commend the staff of the group for coming up with an agreement
to clarify the Zelener decision problems and allow the CFTC to pro-
tect retail investors. And finally, I hope, going forward, that the Ag
Committee will work with this Committee, as we did in 2000 and
pass a good bill that protects investors and help markets.

Thank you, Mr. Chairman.

Chairman SHELBY. Thank all of you.

The panel’s written testimony will be made part of the hearing
record. If you would, sum up your strongest parts and your rec-
ommendations and observations. We will start with Secretary
Quarles. Welcome to the Committee.

Oh, excuse me. Senator Hagel.

COMMENTS OF SENATOR CHUCK HAGEL

Senator HAGEL. Mr. Chairman, I thank you for holding this hear-
ing today on such a timely topic. I just want to welcome all of the
witnesses today and thank them for coming. I am sure we will ben-
efit from their knowledge.

Chairman SHELBY. Okay. He wants to go to the panel. Thank
you. Go ahead, Mr. Secretary.
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STATEMENT OF RANDY K. QUARLES
UNDER SECRETARY FOR DOMESTIC FINANCE
U.S. DEPARTMENT OF THE TREASURY

Mr. QUARLES. Thank you, Chairman Shelby, Ranking Member
Sarbanes, and other Members of the Committee. I will be very brief
given that my written remarks will be included in the record.

As you know, the Secretary of the Treasury is the Chair of the
President’s Working Group. The other members of the President’s
Working Group are here with us. In recent weeks, the Working
Group and members of the senior staff have met to discuss the ef-
fect of last year’s Seventh Circuit Court of Appeals decision in
CFTC v. Zelener, and the effect of that decision on the CFTC’s anti-
fraud authority, and in particular, the ability to address certain re-
tail foreign exchange contracts.

We have produced a proposal that addresses the issues that were
raised by the Zelener case, reflecting a consensus of the President’s
Working Group, while being very sensitive to preserve the careful
compromises of the CFMA of 2000.

Let me just say at the outset that one of the important elements
of this consensus is that we do not think that the modification that
this proposal would produce should extend beyond retail foreign ex-
change to any other commodities. We think that major changes to
the significant modernizations of the CFMA are not warranted. But
one change that the CFMA did make was to modify the Commodity
Exchange Act so that certain provisions of the Act, including anti-
fraud provisions, did apply to foreign exchange futures and certain
options with retail customers if the counterparty was not otherwise
regulated.

Those changes were intended to provide the CFTC with tools to
pursue fraud against retail customers by bucket shops offering cer-
tain foreign exchange contracts. What the Zelener case showed was
that there were some weaknesses in the CFTC’s ability to pursue
this type of bucket shop fraud, but we think that with the work
that we have done over the course of August, the proposal that we
currently have here, that those weaknesses can be addressed with-
out upsetting the compromises of the CFMA. They can be ad-
dressed in a very narrow way.

The changes that we are proposing would be, as I said, limited
to cover only certain retail foreign exchange contracts that have
been the subject of abuse. They would apply the CEA or its anti-
fraud provisions to certain retail foreign currency futures and cer-
tain options and their sales chains when an FCM is involved. And
they would apply the antifraud provisions to certain retail foreign
exchange contracts that are not securities, that are not contracts
that result in actual delivery within 2 days or certain contracts in
connection with a line of business, as well as to their sales chains.

Our proposal makes futures transactions and certain options on
foreign currency between a retail participant and a counterparty
that is not an otherwise regulated entity, such as a financial insti-
tution, a broker-dealer, or an insurance company, subject to the
CEA. It would provide the CFTC with antifraud jurisdiction over
those retail foreign exchange contracts and the persons who engage
in sales activity in connection with those contracts if the
counterparty is an FCM. And any person who participated in the
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solicitation or recommendation of such a contract within the FCM
sales chain would register with the CFTC and be a member of a
registered futures association. The PWG proposal would preserve
the exclusion for otherwise regulated entities that was crafted by
the CFMA.

This proposal would make certain foreign currency contracts be-
tween a retail participant and counterparty that is not otherwise
regulated subject to CFTC antifraud jurisdiction if the contracts
were leveraged, margined, or financed, except that they would not
apply to, as I said, securities, contracts that result in actual deliv-
ery within 2 days, or certain contracts in connection with a line of
business. It would make such retail foreign exchange contracts and
the persons who engage in activity in connection with them subject
to the antifraud provisions, and any person who participated in the
solicitation or recommendation of such a contract would have to
register with the CFTC and be a member of the NFA.

Let me move on and say just a few words then about the issues
of portfolio-style margin systems and contracts and products based
on narrow-based indices. The CFMA granted to the Board of Gov-
ernors of the Federal Reserve System the authority to establish
margin requirements for security futures products. The Board dele-
gated that authority to the SEC and the CFTC jointly. The SEC
and the CFTC are continuing to work toward permitting portfolio-
style margin models. At the Treasury Department, we support the
concept of portfolio-style margining systems. They increase the effi-
ciency of capital allocation. They encourage risk management ac-
tivities. We note some progress has been made very recently, and
we remain hopeful that the SEC and the CFTC can work together
to facilitate the implementation of these margining systems soon.

The CFMA also created a distinction between broad-based secu-
rity indices, which have been regulated solely by the CFTC, and
narrow-based security indices, which are regulated by the SEC and
the CFTC jointly. The definition of “narrow-based security index”
seems to have been formulated using criteria that are appropriate
for equity securities as opposed to debt securities. And so in that
context, the Treasury Department can support reviewing the ap-
propriateness of certain criteria in this definition of “narrow-based
security index” in the context of debt and foreign security index fu-
tures given that the nature of the underlying securities differs from
domestic equities, which seems to have been what was the context
of the development of the definition. And so we are supportive of
that review.

In conclusion, I very much appreciate the opportunity to appear
today to discuss these issues, present the consensus proposal of the
President’s Working Group. The proposal does provide the CFTC
with the statutory enforcement authority that is necessary to com-
bat fraud against retail customers while preserving what we think
are the very important provisions of the CFMA and avoiding unin-
tended consequences of overly broad changes.

I look forward to continuing to work with my colleagues from the
President’s Working Group and with Members of Congress on these
issues, and I look forward to your questions.

Chairman SHELBY. Thank you, Secretary Quarles.

Mr. Colby.
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STATEMENT OF ROBERT L.D. COLBY
DEPUTY DIRECTOR, DIVISION OF MARKET REGULATION
U.S. SECURITIES AND EXCHANGE COMMISSION

Mr. CoLBY. Chairman Shelby, Ranking Member Sarbanes, and
Members of the Committee, I am pleased to be here today to testify
on behalf of the Securities and Exchange Commission. I will briefly
summarize the Commission’s views on the Commodity Exchange
Reauthorization Act of 2005, which are more completely set forth
in my written testimony.

There are three changes proposed by S. 1566 that I will discuss:
First, the changes to the margin requirements for securities fu-
tures; second, the directive to change the definition of “narrow-
based security index”; and, finally, the changes to the Commodity
Exchange Act designed to address the Seventh Circuit decision’s in
CFTC v. Zelener.

The Commission supports the expansion portfolio margining to
all equity products. We believe, however, that it can, and should,
be accomplished without undermining the current requirements re-
garding comparability between security futures margin and options
margin. Section 7 of S.1566 would permit security futures margin
to be calculated using a portfolio margining methodology, but
would do so by removing the current requirements regarding com-
parability between security future margin and exchange-traded op-
tions margin. It would also eliminate the SEC’s role in establishing
margin requirements for security futures. The Commission strongly
opposes these changes to the joint regulatory framework for secu-
rity futures and believes that these changes would provide security
futures a regulatory advantage over security options, products that
are economic equivalents. The SEC believes that competition
should be based on better products, services, and prices, not on reg-
ulatory differences.

We acknowledge that implementing portfolio margining has not
been the Commission’s top priority over the past few years and
that it is time for more concrete action to implement portfolio mar-
gining. In this regard, Chairman Cox met recently with CFTC
Chairman Jeffery and committed to make the expansion of portfolio
margining a Commission priority. Already, on July 14, 2005, the
SEC approved companion proposals by the New York Stock Ex-
change and the Chicago Board Options Exchange that permit their
members, on a pilot basis, to compute certain customers’ margin re-
quirements using a portfolio margin methodology. These portfolio
margin rules are limited, but the Commission staff has been ac-
tively discussing with the securities industry, CBOE, and New
York Stock Exchange an approach to portfolio margining, including
single stock futures, narrow-based securities index futures, and
other equity securities.

The self-regulatory organizations, too, have reinvigorated their
efforts to allow for risk-based portfolio margining, and we antici-
pate that the New York Stock Exchange and CBOE will propose to
expand their portfolio margining pilot drawing from recommenda-
tions of a committee of representatives of securities firms.

Finally, we believe it would be helpful for legislation to make cer-
tain changes to the Securities Interview Protection Act of 1970, or
SIPA. Such amendments could be targeted to provide that futures
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held in a portfolio margin account to offset positions in related se-
curities would receive SIPA protection in the event of bankruptcy.
This type of change to SIPA would encourage customers to take full
advantage of portfolio margining rules.

The Commission also has serious concerns about the amend-
ments in Section 8 of S.1566. These changes would potentially re-
move products currently considered securities from Commission
oversight and eliminate key protections currently provided by the
Federal securities laws to investors in futures based on such ex-
cluded indices. Also, if these indices were excluded from the defini-
tion, it would give the CFTC exclusive jurisdiction over futures on
such indexes, and give futures exchanges the exclusive right to
trade these products. Securities exchanges would be precluded from
trading such instruments.

I would also like to note that Section 8 of S.1566 introduces a
subjective standard that the SEC and CFTC would be required to
consider in assessing whether an index should be considered broad-
based. One of the significant achievements of the CFMA was to es-
tablish clear, objective standards for which indexes were narrow
and which were broad. We urge Congress not to reintroduce uncer-
tainty into this area by establishing standards for determining ju-
risdictional boundaries that are subjective and subject to differing
interpretations.

Finally, the Commission shares the concerns of this Committee’s
Chairman and Ranking Member, as well as other members of the
Working Group, regarding the potential adverse consequences of
the provisions in S.1566 designed to address the Seventh Circuit
decision in CFTC v. Zelener. The Commission is concern that the
changes proposed to be made to the CEA would compromise the
legal certainty and regulatory clarity achieved by the CFMA.

In addition, S. 1566 would curtail the foreign currency exclusions
from the CEA for the securities industry that were established by
the CFMA. The Commission believes these changes would under-
mine the competitive parity between broker-dealers and banks in
foreign currency transactions. There is no evidence of involvement
in the retail foreign currency fraud by these currently excluded
broker-dealer affiliates that would justify elimination of their exclu-
sion. Instead, we think the Zelener decision just calls for fine-tun-
ing of the Treasury Amendment. We stand with what Under
Secretary Quarles has said, and we look forward to finalizing legis-
lative language.

Thank you very much. I would be happy to answer any questions
you may have.

Chairman SHELBY. Thank you.

Mr. McCarty.

STATEMENT OF PATRICK J. McCARTY, GENERAL COUNSEL,
COMMODITY FUTURES TRADING COMMISSION

Mr. McCARTY. Mr. Chairman and Senator Sarbanes, good morn-
ing. I am pleased to testify today on behalf of the Commodity Fu-
tures Trading Commission regarding the reauthorization of the
Commodity Exchange Act.

The last such exercise by Congress resulted in the Commodity
Futures Modernization Act of 2000, which truly was landmark leg-
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islation. This Committee deserves credit for its role in the drafting
of that law. The CFTC concurs with the widely held view that the
current reauthorization should involve only incremental changes to
the Commodity Exchange Act.

Mr. Chairman, you asked us to comment on several issues, and
I will begin with portfolio margining for security futures products.
This is an important issue because we have heard from exchanges
and market participants that the current margining scheme has
been an impediment for traders to buy and sell SFP’s. They are
being traded quite successfully in other jurisdictions, including in
Europe, and in the vast majority of foreign SFP markets, margin
requirements are risk based.

I would note that the reauthorization bill reported by the Senate
Ag Committee calls for a pilot program for risk-based portfolio mar-
gining of SFP’s. That SFP pilot program would be similar to the
CBOE portfolio margining pilot program that was approved by the
SEC on July 14. The CBOE pilot program does not include SFP’s.
The CFTC strongly supports the concept of risk-based and portfolio
margining for both security futures products and for security op-
tions. These types of margining, standard in the futures industry,
are both efficient and effective from a regulatory point of view, and
have been very successful in protecting customer funds.

The use of risk-based portfolio margining for financial products
has received support in the past from the Board of Governors of the
Federal Reserve System and the Securities and Exchange Commis-
sion. Details are in my written testimony.

Mr. Chairman, regarding definitional changes for narrow-based
security indexes, the current statutory tests enacted in the CFMA
were based on the U.S. equity market, the largest, deepest, and
most liquid market in the world. They are inappropriate for the
smaller size in trading volume that generally characterizes foreign
markets and debt markets. The CFMA gave the CFTC and the
SEC authority to exclude certain foreign indexes and instruments
from this narrow-based category. However, the agencies have not
acted, thus preventing these new products from being made avail-
able to U.S. customers.

This is not a matter of altering the existing jurisdictional division
between the SEC and the CFTC, but rather ensuring that foreign
security indexes and debt security indexes may qualify to be traded
in the United States under a test that more accurately takes into
account the nature and size of these markets as the CFMA re-
quires. The CFTC has developed specific definitions to achieve this
end and they are set forth in my written testimony.

Finally, the issue that has received the most public attention in-
volves the Commission’s antifraud authority over retail foreign cur-
rency transactions in light of the recent Zelener court decision.
Retail forex fraud from sales pitches with false assurances of guar-
anteed profits to outright absconding with customer funds has
posed a significant enforcement challenge to our agency.

Since the CFMA was enacted, the CFTC has brought 79 enforce-
ment actions in the retail forex sphere involving more than 23,000
victims, and court-ordered restitution and penalties of approxi-
mately $267 million. I want to stress that the CFTC continues to
believe the contracts at issue in Zelener were futures contracts. To
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protect customers from fraud, our Division of Enforcement will con-
tinue to litigate similar cases aggressively.

As you are aware, there are a number of views as to how the
Zelener decision should be addressed. Recognizing this, the Presi-
dent’s Working Group on Financial Markets, of which CFTC Chair-
man Reuben Jeffery is a member, set out to develop a consensus
position to recommend to the Congress. As Under Secretary
Quarles of the Treasury has testified, the PWG members have
reached agreement in concept. Final details are being worked out.

With respect to questions posed by the Committee, I can say the
concept would be a narrow fix that applies only to futures and
Zelener type contracts in foreign currency that are offered to retail
customers. In addition, the concept retains the current otherwise
regulated regime in which retail forex transactions by financial in-
stitutions, including banks, broker/dealers, and insurance compa-
nies, are excluded from the CFTC’s jurisdiction.

We look forward to providing our authorizing committees and
this Committee our recommendations when the detailed language
has been finalized.

Thank you again, Mr. Chairman, and I am prepared to answers
your questions.

Chairman SHELBY. Mr. Parkinson.

STATEMENT OF PATRICK M. PARKINSON
DEPUTY DIRECTOR, DIVISION OF RESEARCH AND STATISTICS
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. PARKINSON. Chairman Shelby, Senator Sarbanes, and Mem-
bers of the Committee, thank you for the opportunity to testify on
the CFMA and on regulatory issues that have arisen in the context
of the reauthorization of the CFTC.

The Federal Reserve Board believes the CFMA has unquestion-
ably been a successful piece of legislation. The CFMA has made our
financial system and our economy more flexible and resilient by fa-
cilitating the transfer and dispersion of risk. Consequently, the
Board believes that major amendments to the regulatory frame-
work established by the CFMA are unnecessary and unwise.

Nonetheless, the Board supports some targeted amendments to
the CEA to address persistent problems with fraud and retail for-
eign currency transactions and to facilitate the trading of security
futures products and futures on security indexes.

In its 1999 report, the PWG concluded that to address problems
associated with foreign currency bucket shops, the CEA should be
applied to transactions in foreign currency futures if they are en-
tered into between a retail customer and an entity that is neither
federally regulated nor affiliated with a federally regulated entity.

The CFMA included provisions that were largely consistent with
the PWG’s recommendation.

The CFMA has allowed the CFTC to take numerous enforcement
actions against retail foreign currency fraud. However, the CFTC
has continued to encounter certain difficulties in this area. The
Board supports targeted amendments to the CEA that address the
specific difficulties that the CFTC has encountered. However, it is
critical that those amendments be carefully crafted to avoid cre-
ating legal or regulatory uncertainty for legitimate businesses pro-
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viding foreign exchange services to retail clients. The Board would
be opposed to extending any new CFTC authority to retail trans-
actions in other commodities without further careful consideration
and demonstrated need. Provisions crafted to avoid creating uncer-
tainty for legitimate foreign currency businesses are unlikely to
provide the same protection to a much wider range of businesses.

The agreement in principle that has been reached by the PWG
appears to be fully consistent with the Board’s views and therefore
deserving of its support.

Turning to portfolio margins, the CFMA gave the Board author-
ity to prescribe regulations establishing initial and maintenance
margins for security futures products or to delegate that authority
jointly to the CFTC and the SEC. The Board delegated its author-
ity to the Commissions in a letter dated March 6, 2001. The Board
has supported the use of portfolio margining for some time. For ex-
ample, in 1998 the Board amended its Regulation T to allow securi-
ties exchanges to develop portfolio margining as an alternative to
strategy-based margining subject to SEC approval.

In its 2001 letter delegating its authority over margins for secu-
rity futures jointly to the CFTC and SEC, the Board requested that
the Commissions report to the Board annually on their experience,
exercising the delegated authority, and in particular to include in
those reports an assessment of progress toward portfolio margining
for security futures products.

Unfortunately, to date, no progress has been made toward port-
folio margining of security futures products. Because the CFMA
stipulates that margin requirements for security futures products
must be consistent with margin requirements on comparable secu-
rity options, progress for security futures requires progress on op-
tions. Although margin requirements for options have for many
years been portfolio based at the clearing level, customer margins
were, until very recently, strictly strategy based.

However, in July the SEC approved rule changes that create a
2-year pilot program that would permit portfolio margining of op-
tions and futures positions in broad-based stock indexes held by
certain customers with very large accounts. If this pilot program
were adopted as a margining system available to all customers for
a broad range of products, significant progress toward portfolio
margining security futures products would become possible.

The Board believes that it is appropriate for the Congress to spur
progress toward portfolio margining for security futures. For exam-
ple, the Congress could spur progress for both security futures
products and options by requiring the Commissions to jointly adopt
regulations permitting the use of risk-based portfolio margining
requirements for securities futures products within a short reason-
able time period, and requiring the SEC to approve risk-based port-
folio margin requirements for options within the same period.

Finally, some futures exchanges argue that the definition of a
narrow-based index in the CFMA was drafted with reference to the
U.S. equities markets, and that in any event the definition unnec-
essarily restricts the trading of futures on indexes of U.S. debt obli-
gations and foreign securities. Although the Board has not had a
strong interest in this issue, it favors taking another look at the
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appropriateness of applying the existing definition to indexes of for-
eign securities.

First, for many years several futures on foreign equity indexes
have been trading aborad and have been offered to customers in
the United States. Although these indexes would be considered
narrow-based indexes under the existing definition, we see no evi-
dence that these indexes have been susceptible to manipulation.

Second, the provision in the 2005 Reauthorization Act can be
seen as simply reiterating an existing requirement in the CFMA
that the CFTC and the SEC jointly adopt rules that define narrow-
based indexes based on foreign securities.

That concludes my prepared remarks. Thank you.

Chairman SHELBY. I think I have about four questions. Other
people have more. The futures markets continue to evolve, as we
all know, as an increasing number of future contracts are based on
financial instruments. It seems increasingly likely that exchanges
will soon seek to trade both securities and future products.

As a result of this market convergence, the differences between
securities and futures becomes less clear. In light of these develop-
ments here, does the regulatory regime need to be modernized to
reflect current market realities? Does the current regulatory
scheme that draws a line between futures regulation and regula-
tion for other financial products make sense? Secretary Quarles, do
you want to comment first?

Mr. QUARLES. That is a thoughtful question. The official sector
always needs to be very mindful of changes that are happening in
markets and in the structure of industries that affect changes in
market——

Chairman SHELBY. Is the market getting ahead of the regulatory
regime?

Mr. QUARLES. We need to make sure that the regulatory frame-
work is reflecting what is actually happening in practice. I think
that that requires further reflection. I would not be prepared today
to make specific recommendations in light of that, but having re-
cently been sworn into this job, that theme is something that I am
asking my people at the Treasury Department to be focused on, is
ensuring that changes in the industry over the last 5, 10 years,
changes and the effects on markets that those changes in the struc-
ture of the industry might be having, that we are thinking about
appropriate policy responses. Today, I would not be prepared to
recommend any particular ones, but that is a theme that we are
definitely pursuing.

Chairman SHELBY. Mr. Colby, you have any comment?

Mr. CoLBY. Chairman Shelby, this is an issue that has been of
acute interest to the Commission over the years. We deal with the
ramifications of this very important issue on a daily basis. Our new
Chairman, however, has not had time to focus on this crucial issue,
so I would like to defer answering the question.

Chairman SHELBY. Mr. McCarty, you have a different view?

[Laughter.]

Mr. McCARTY. No. I think I will have to defer to get an answer
from our Chairman.

But I think your observation is absolutely correct. There seems
to be a convergence occurring over the last several years. The
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CFMA has worked extremely well, and I would say that the regu-
latory structure has seen the markets and helped them develop I
think that convergence is a big issue that is coming.

Chairman SHELBY. Mr. Parkinson, do you have a comment?

Mr. PARKINSON. I think the distinctions between securities and
futures have been blurring, and where they exist they are often ar-
bitrary—based on legal distinctions rather than economic dif-
ferences. But having encountered this question several times over
the years, I do not think one should underestimate the difficulty
of developing a new regulatory structure that improves on the ex-
isting one.

For example, some seem to think that simply merging the CFTC
and SEC would solve all these problems, but I think that, by itself,
would not achieve consistent regulation of securities and futures.
The fact is that the underlying statutes the CEA and the 34 Act,
provide for quite different approaches to regulation. Moreover, if
OTC derivatives come into the picture here, they are neither fu-
tures nor securities, and in our view are not appropriately regu-
lated as either. In that case, private market discipline rather than
Government regulation is really the critical mechanism ensuring
that public policy objectives are met.

Again, much as I can understand the frustrations with the exist-
ing regime, I think it is going to be difficult to come up with a bet-
ter one.

Chairman SHELBY. The product is not a security, per se, and it
is not a futures, per se. Is it a hybrid? Is it something that man
has invented and is very resourceful?

Mr. PARKINSON. At the insistence of this Committee, the CFMA
explicitly identifies a class of products called banking products that
are neither securities nor futures nor regulated as either. So that
is an example.

Chairman SHELBY. It seems that there is agreement among the
witnesses that portfolio margining is a positive step for not only se-
curity futures but also for security options. There seems to be con-
sensus on this point. To date, the regulators have been unable to
produce a rule adopting portfolio margining. Given this inaction,
should Congress mandate that the regulators adopt portfolio mar-
gining for security futures and security options? If not, then what
assurances does Congress have that it will be done in a timely
manner?

Mr. Colby.

Mr. CoLBY. I recognize first of all that this issue has been a long
time in coming. I believe that we are on the cusp of moving much
more quickly to address portolio margining. We have a framework
now established in the pilot program that was set up by the CBOE
and New York Stock Exchange. The NYSE and the CBOE, I be-
lieve, are reenergized in order to move this forward.

We have a consensus in the industry about a way to move for-
ward, and so I do not think the issue merits legislation. If there
were legislation, I think it would remain important that the margin
requirements be determined by the SRO’s who bring the expertise
of the industry and the ability to work on the issues and find a
workable and inexpensive way to do it, subject to the approval of
the CFTC and the Commission.
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Chairman SHELBY. Secretary Quarles, you have a different view?

Mr. QUARLES. No. I think, as I indicated in my testimony, I think
we are beginning to see progress.

Chairman SHELBY. What about you, Mr. McCarty, you have a
different view than the SEC?

Mr. McCARTY. I think that it has been a long time coming, and
I guess our point of view is we would like to work with the SEC
to get this done as quickly as possible. I would note however that
there is nothing like a statutory deadline to get one to move.

Chairman SHELBY. Mr. Parkinson.

Mr. PARKINSON. As I indicated in my testimony, the Board be-
lieves it is appropriate for Congress to spur progress here, both in
the case of security futures and security options. The step that the
SEC took recently was a very important one, but as you have indi-
cated, it was a long time in coming, and I think the concern of
people in industry is that we not come to the next CFTC reauthor-
ization and see that there still has not been meaningful progress.

Chairman SHELBY. Some have proposed that Congress should di-
rect the regulators to amend the definition of what we call narrow-
based security indexes to account for debt and foreign securities.
Do the SEC and the CFTC currently have the necessary statutory
authority to modify this term or is legislation necessary?

Mr. Colby.

Mr. CoLBY. We absolutely have the necessary authority to

Chairman SHELBY. Without question?

Mr. CoLBY. Without question. And we have in the past excluded
some indices from the definition narrow-based volatility indexes
that are——

Chairman SHELBY. If you have the authority, what are you going
to do about it?

Mr. CoLBY. Yes, that is a fair question. Our plan is to work close-
ly with the CFTC to address each of these issues. Some of them
are new to us. The debt issue has not previously been presented
to us before this legislation. The foreign securities issue is familiar.
The debt issue is new.

Chairman SHELBY. Can you afford to let the market get ahead
of you as a regulator? Both of you. In a sense you cannot, can you?

Mr. CoLBY. We never want the market to get ahead of us. I think
we can work with the CFTC to make real progress here.

Chairman SHELBY. Secretary Quarles and Mr. Parkinson, would
you please comment briefly on changes to the definition of narrow-
based security index? In other words, can the members of the
Working Group here resolve this issue, or does Congress need to
step in? What do you think, Secretary Quarles and Mr. Parkinson?
The Treasury and the Fed play a role here.

Mr. QUARLES. If you are asking is it appropriate for the Working
Group to have on its agenda this issue. It is the issue that the
Working Group can consider. I do think that the SEC and the
CFTC obviously have the principal expertise here, and so I do not
know that it is necessary that it become an agenda item. Certainly
if it was the desire of this Committee that it become one——

Chairman SHELBY. If they have the expertise, which I do not
question, if they have the statutory authority, they need accelera-
tion perhaps in doing something?




18

Mr. QUARLES. The Working Group has been in the past an accel-
erating device.

[Laughter.]

Chairman SHELBY. Senator Crapo, you spent a lot of time on
these issues.

Senator CRAPO. Thank you very much, Mr. Chairman. I have
been checking off my questions as you asked them, but I still have
a couple of others.

I want to go into what I understand to be the consensus position
that the Working Group is prepared to submit with regard to the
Zelener decision. Let me clarify, it is my understanding that we
have a consensus position in concept, but we do not have specific
language; is that correct?

Mr. QUARLES. That is correct, but there has been a very substan-
tial element that remains to have final language done, so this is
not just concept.

Senator CRAPO. And the only area on which we have consensus
at this point is the matter of dealing with the Zelener decision. I
mean there are other issues that the Working Group is working on,
I understand, and I understand there is not necessarily a con-
sensus position on other issues. Is that correct?

Mr. QUARLES. We have begun with the Zelener issue, so it is not
as though we have been considering the other issues and have
reached any impasse. It is that as a working procedure we began
with the Zelener issue and completed that agreement, and the time
that that took, took the time until this hearing.

Senator CRAPO. That is a good clarification and I appreciate that.
I know that each of you in your testimony have basically said this
already, but I want to nail it down, and that is that my under-
standing is that the consensus that has been developed is that the
fraud issues dealing with retail foreign currency transactions that
were raised by the Zelener case can be handled with a narrow anti-
fraud fix that does not expand the jurisdiction of the Act otherwise,
a narrow antifraud fix dealing with retail foreign currency trans-
actions specifically; is that correct? Everybody is nodding their
head yes.

Mr. QUARLES. Yes, it is.

Senator CRAPO. So the record can reflect that at least the Work-
ing Group is in consensus, that a narrow fix is all that is necessary
and can accomplish the objectives necessary to deal with the fraud
issues?

Mr. QUARLES. That is correct.

Senator CRAPO. Let me ask a question then about the rest of the
agenda. It is clear to me that the fraud issues were one that we
needed to deal with. The Zelener case brought this to the forefront
and the concern about the potential fraud, particularly in retail for-
eign currency transactions, required some action, and there is now
consensus in terms of how we should approach that, at least from
the Working Group. Are there other areas such as the Zelener case
or the retail fraud issues that we just discussed, that Congress
needs to talk about, or is the Zelener case really the area that we
need to focus on? Are there other problem areas that require statu-
tory solutions right now?
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Mr. CoLBY. As I mentioned in my testimony, there is a small
amendment to the Securities Investor Protection Act that we think
would facilitate cross-margining, which we would be happy to
transmit to you for your consideration. The aim of it is to protect
futures that are in a cross-margin account under the Securities In-
vestor Protection Act so you do not run the risk of insolvency where
part of the account will be protected and part of it will not.

Senator CRAPO. Any others? Yes, Mr. McCarty.

Mr. McCARTY. Senator Crapo, we had two other provisions in our
testimony dealing with fraud authority. One is with respect to
clarifying that we have principal-to-principal fraud authority under
our Section 4(b) provision. This is a very important issue for us,
and we can discuss it later on, but it is a very important part of
the Senate bill.

The second item is clarification of our civil and administrative
authority to bring actions under Section 9 of our Act. Those two
provisions are actually in the Senate bill and they are quite impor-
tant to the Commission.

Senator CRAPO. Any others?

Mr. PARKINSON. As we indicated, we do support the Congress
taking steps to spur progress on portfolio margining, and I think
less strongly we would support doing something to move forward
on the narrow-based index question as well.

Senator CRAPO. But in that context you are talking about more
deadline setting rather than Congress establishing those sub-
stantive changes?

Mr. PARKINSON. That is correct. I think Congress would not want
to take on the question of redrawing the narrow-based index defini-
tion, for example, which is extremely complex.

Senator CRAPO. Mr. McCarty.

Mr. McCARTY. If T might come back to that issue just briefly.
One, I think that we clearly have the statutory authority, as the
Chairman suggested, the SEC and ourselves at the CFTC, to work
out exceptions from the narrow-based index definition. We have
some proposed definitions that we have supplied in our testimony.
There may be a difference of opinion between the two staffs as to
exactly where Congress—what their intentions were and were not
about the scope of those exceptions that we might make from the
narrow-based security index definition. That is one thing that we
may need to talk to you or your staffs about to get a clear focus
on exactly how to fulfill Congress’s intent in terms of what you
would like to exclude.

Senator CRAPO. Anything else? I am trying to just get the water-
front laid out here so we know what we want to look at.

Just one last question of the panel, Mr. Chairman.

Chairman SHELBY. Go ahead.

Senator CRAPO. And that is, Mr. McCarty, you raised Section 9
of the Agriculture Committee’s bill as a matter that you feel did
address some important issues that you need to deal with. In the
context of legal certainty for swaps, one of the issues that was ad-
dressed by this Committee was the creation of legal certainty for
swaps in the legislation. Sections 2(g), 2(h), and 2(i) in the Act were
included specifically to establish this legal certainty.
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As I read at least the report language and my understanding of
the bill’s language itself that the Senate Agriculture Committee
just put out, it would adversely affect these or significantly change
these sections, in that the report states that the CFTC believes
that Section 9 dealing with false reporting applies to excluded
transactions, even though the statute currently specifically states
that nothing in that section applies to these swap transactions.

So the question I have is: If Section 9 applies to any excluded
transactions, would this not cover securities and mortgage finance
as well as OTC swaps, and does this not undermine the legal cer-
tainty for swaps that was established in the original Act?

Mr. McCARTY. Senator, I think what you are referring to here is
the false reporting cases that we have brought. Our Section 9 au-
thority actually has many aspects to it. One is where people supply
knowingly false reports in an attempt to manipulate commodity in-
dexes and prices. We have always taken the position that the 2(g)
and 2(h) exclusion and exemption apply to the contracts them-
selves. We are not actually saying that our Section 9 authority
brings those contacts back in. The distinction that we make is that
those contacts are clearly excluded from our jurisdiction except
when someone, like an energy company, would report falsely or
make up transactions and report them to index providers, pub-
lishers, in an attempt to manipulate those commodity prices.

We just had a very significant victory in the Northern District
of Oklahoma in the Bradley case. In Bradley, the Federal District
Court agreed with the CFTC that in fact while the 2(g) and 2(h)
provisions exclude the contracts transactions and their legal cer-
tainty is assured, the act of false reporting those transactions is a
separate act. No one is required, who engages in a transaction
under 2(g) or 2(h), to report those transactions to anyone.

Chairman SHELBY. That is correct.

Mr. McCARTY. What we found in the Bradley case is that hun-
dreds of false reports were submitted to the index providers in an
attempt to benefit positions that the energy traders had.

Senator CRAPO. Have you been successful in asserting jurisdic-
tion over that false reporting?

Mr. McCARTY. Yes, sir. August 1 of this year, the U.S. Federal
District Court for the Northern District of Oklahoma in Bradley
agreed with our long-held position that false reporting is a separate
ac}‘Fl from the actual exclusion of the transactions under 2(g) and
2(h).

Senator CRAPO. Would there need to be any statutory change
since you have already successfully asserted that?

Mr. McCARTY. Senator, yes, we still do need the change that has
been agreed to with the industry. That language is in the Senate
Ag bill. It is needed to clarify the language in Section 9 which looks
as if it applies only to felonies. We want to make sure that it clear-
ly applies to our civil and administrative actions.

Senator CRAPO. But you are not seeking to extend the reach of
the Act to anything beyond what you have already done I these en-
forcement actions?

Mr. McCARTY. That is absolutely correct, Senator.

Senator CRAPO. Thank you.

Thank you, Mr. Chairman.
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Chairman SHELBY. Thank you, Senator Crapo.

I will direct this question to Secretary Quarles and Mr. Colby. It
seems that the Working Group is developing a proposal regarding
registration requirements for certain counterparties engaged in the
sale of retail foreign exchange contracts. How would such registra-
tion requirements apply to broker/dealers and their affiliates? Sec-
retary Quarles?

Mr. QUARLES. They would not apply.

Chairman SHELBY. Do you have the same opinion?

Mr. CoLBY. I certainly hope so.

[Laughter.]

Chairman SHELBY. You hope so.

1\}/{1". CoLBY. My understanding is they would not apply, that is
right.

Chairman SHELBY. I want to thank the first panel here—we have
another panel—for your appearance this morning. It seems to me
here that the Working Group has developed a consensus position
regarding the regulatory ambiguity arising from the Zelener case,
as Senator Crapo referred to. If I am wrong, you tell me.

While I am encouraged by this positive result, or seemingly so,
I would request that the Working Group continue to meet, hope-
fully over the coming weeks, regarding portfolio margining and
definitional changes to the term “narrow-based security indexes.”
As in 2000, consensus from the President’s Working Group would
be extremely constructive to this Committee, to our process, and I
believe it is critical to advancing any CFTC reauthorization legisla-
tion through the Senate. I hope that the Working Group will report
back to this Committee with recommendations and proposed legis-
lative language regarding the issues that we have discussed here
this morning. We know they are complex, but you deal with com-
plex issues.

I would also ask that you consult with the Committee staff here,
as you have, as to when you might bring forth such recommenda-
tions.

We would also look forward to working, as always, with our col-
league Senator Crapo, who has put so much effort into this, as he
considers the regulatory scheme for futures based on financial in-
struments and other financial products at an upcoming Sub-
committee hearing that he mentioned earlier. Senator Crapo, as we
have acknowledged here—I have and Senator Sarbanes—has been
a leader on this issue, has spent a lot of time on this issue, and
I think his upcoming hearing will further inform the Senate as we
consider the CFTC reauthorization. I hope you all will be forth-
coming soon.

Thank you very much.

Senator CRAPO. Mr. Chairman.

Chairman SHELBY. Yes.

Senator CRAPO. Could I ask one more real quick question?

Chairman SHELBY. Go ahead.

Senator CRAPO. I apologize for that. This is for everybody on the
panel. As you know, in the past, the President’s Working Group
has explained why proposals that we have faced in the last couple
of years for additional regulation of energy derivatives were not
warranted, and the panel has unanimously urged Congress to be



22

aware of the potential unintended consequences of those proposals.
Is that still true today? I have not heard anybody discuss bringing
that issue back up today and I just wanted to be clear that there
is agreement that that does not need to be addressed.

Mr. QUARLES. That is correct.

Mr. CoLBY. Our view has not changed.

Senator CRAPO. And one other aspect of that: Would that also
apply to natural gas derivatives; any reason for us to try to start
jumping into changing the dynamic for regulating derivatives in
the energy markets of any kind?

Mr. QUARLES. Not at this time.

Mr. CoLBY. We agree.

Senator CRAPO. Thank you. I want the record to show that the
answer was no from all members of the panel.

Chairman SHELBY. The record will so show.

Thank you very much.

Our second panel—I introduced them earlier, but I will do it
again for the record. Mr. Charles Carey, Chairman of the Chicago
Board of Trade, Mr. John Damgard, President, Futures Industry
Association; Mr. Terrence Duffy, Chairman, Chicago Mercantile Ex-
change; Mr. Meyer Frucher, Chairman and Chief Executive Officer
of the Philadelphia Stock Exchange; Mr. Mark Lackritz, President,
Securities Industry of America; Mr. Robert Pickel, Executive Direc-
tor and Chief Executive Officer of the International Swaps and
Derivatives Association; and Mr. Daniel Roth, President, National
Futures Association.

If the second panel will make their way to the table. As I said
before, your written testimony is made part of the record, the hear-
ing record, without objection, and if I could ask you to sum up your
pertinent points, your strongest points that you want to make, as
brief as you can, we would be very appreciative.

Mr. Carey, we will start with you if you are ready, and welcome
to the Committee, all of you.

STATEMENT OF CHARLES P. CAREY
CHAIRMAN OF THE BOARD, CHICAGO BOARD OF TRADE

Mr. CAREY. Mr. Chairman and Members of the Committee, my
name is Charlie Carey and I am Chairman of the Chicago Board
of Trade, the oldest and one of the largest futures exchanges in the
world. Thank you for allowing me to appear before you today. I
have also submitted written testimony for the record for the consid-
eration of the Committee.

The CBOT thanks and congratulates the Congress for the pas-
sage of the Commodity Futures Modernization Act of 2000. The
CFMA provided for increased competition and legal certainty in the
derivatives industry, and reduced many unnecessary and costly
regulatory burdens. Overall, it has been a great success.

Unfortunately, some of the goals and promises of the CFMA have
not been fully realized. Dual regulation and inefficient margining
have contributed to an environment that has inhibited the develop-
ment of a robust, single-stock futures industry. Regulatory confu-
sion may be keeping other innovations from the market. And an
unfortunate court decision has been issued, which if not addressed,
raises the specter of increased fraud. The Seventh Circuit Court of
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Appeals in Chicago rendered an opinion in the recent CFTC v.
Zelener case, which essentially does away with previously settled
law setting out characteristics of a futures contract. By deter-
mining that the contracts in question were not futures because
they did not include a guaranteed right of offset, this decision pro-
vides a road map for potential wrongdoers to offer fraudulent
transactions outside the reach of the CFTC.

Such fraud involving commodities has the potential of tarnishing
the reputations of exchanges, firms, and individuals who engage in
legitimate business activities in the futures and derivatives indus-
try.

When Congress passed the CFMA, it recognized that persons
who did not meet the criteria for becoming eligible contract partici-
pants still needed the protection of Federal regulation by the CFTC
if they dealt in commodity futures. Yet still, these retail investors
are being solicited by telephone, Internet, and television pitches to
invest in fraudulent deals involving foreign currency, heating oil,
gold, and other commodities. CBOT urges Congress to enact an
amendment giving the CFTC the authority to shut down fraudu-
lent operators before this activity results in the loss of hard-earned
savings of the investing public.

We believe that a solution that only addresses foreign currency
transactions will not solve the problems created by this decision
but merely shift them to other commodities.

In addition to clarifying law to protect the public from ongoing
and future fraud due to the Court’s decision in the Zelener case, the
CBOT hopes that Congress will also continue the goal of reducing
regulatory barriers to innovation in two areas. First, the CBOT
asks that Congress consider clarifying that the definition of “nar-
row-based security indexes” does not include indexes on fixed in-
come securities, corporate bonds, and other nonequity securities.
The present definition creates a series of tests to distinguish nar-
row-based indexes from broad-based indexes. These tests are only
workable for indexes on U.S. equity securities. Index products
based on nonequity securities do not implicate the same regulatory
concerns that led to the creation of the definition and test.

However, the possibility that the definition could be interpreted
to cover nonequity products has hampered development of such
products due to confusion as to what regulations may or may not
apply. Clarification of this definition is an important issue that de-
serves to be addressed at this time.

Second, the CBOT asks the Congress to address the present inef-
ficient and noneconomic margin requirements which continue to
stymie growth of single-stock futures in this country while they
flourish overseas. The CBOT hopes Congress will take this oppor-
tunity to facilitate the margining of stock futures as futures con-
tracts, recognizing that the economic function of a futures contract
is not to acquire ownership of the stock, but rather to act as a
hedging vehicle.

The Chicago Board of Trade, along with all other U.S. exchanges,
vigorously competes in the international marketplace. We ask Con-
gress and this Committee to remain cognizant of the continued
need to reduce unnecessary regulatory complexities that inhibit the
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ability of U.S. exchanges to compete effectively with their counter-
parts around the world.

We also ask the Congress to give the CFTC the tools necessary
to prevent peripheral scandals that have the potential of harming
the U.S. derivatives industry.

Once again, the CBOT thanks the Committee for this oppor-
tunity and I am happy to answer any questions the Committee
may have.

Chairman SHELBY. Thank you.

Mr. Damgard.

STATEMENT OF JOHN M. DAMGARD
PRESIDENT, FUTURES INDUSTRY ASSOCIATION

Mr. DAMGARD. Good morning, Mr. Chairman. Thank you, Sen-
ator Crapo, for inviting me to testify.

I am John Damgard, President of the Futures Industry Associa-
tion. The FIA’s regular members comprise the largest futures bro-
kerage firms, called Futures Commission Merchants, and its other
members come from all segments of the futures industry. Thank
you very much for the opportunity to present our views.

Both the CFMA and the CFTC have worked well, and we believe
the CFTC should be reauthorized. Only two areas of the CFMA
need discussion: Retail FX transactions and security futures. For
retail FX, the issue is sales fraud. In recent years, the CFTC has
devoted considerable resources to prosecuting firms for defrauding
the retail public in FX transactions. Some have sought a major
change in this area, which would grant the CFTC general jurisdic-
tion over nonfutures FX transactions. They argue that because the
CFTC lost one case, the Zelener case, the CFTC needs general ju-
risdiction over nonfutures retail FX or even other commodities.

FIA believes that would be a serious mistake. Just as the SEC
was set up to regulate securities, the CFTC was set up to regulate
futures. Expanding the CFTC’s regulatory mission to nonfutures
would be unwise and unnecessary. A better approach would be to
address the fraud problem head on. In my testimony last March,
FIA recommended that Congress grant the CFTC special fraud au-
thority to move against unregulated firms that purvey retail FX
transactions even if not futures. We still support that reform.

FIA also recommends making changes to CFMA’s provisions for
retail FX futures. As detailed in my written statement, FIA sup-
ports prohibiting shell FCM’s from becoming qualifying
counterparties to retail customers, registering those who solicit or-
ders from retail customers, imposing special net capital levels on
FCM’s whose affiliates seek to qualify as counterparties, subjecting
those qualifying affiliates to CFTC recordkeeping and reporting
rules, and expanding the CFTC’s enforcement powers to cover prin-
cipal to principal fraud.

These important measures should give the CFTC the tools to
curb the retail fraud scams that we have seen in recent years.

In security futures, FIA has one overriding goal. We want U.S.
investors to have access to a full menu of innovative liquid and
capital efficient markets for managing their security price risk. Al-
lowing portfolio margining for U.S. security futures, that is, futures
on individual stocks and narrow-based security indexes, would
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serve that goal. It is true that the U.S. securities futures markets
are not as well-developed as foreign markets. But portfolio mar-
gining will help our markets grow through more efficient use of
trading capital under well-tested systems long in use by the futures
industry.

We strongly urge the CFTC and the SEC to allow portfolio mar-
gining to be implemented without delay for security futures.

FIA also would encourage the SEC to move quickly on similar
systems for the cash and options markets that it regulates. Any-
thing that this Committee could do to help bring about portfolio
margining would be grately appreciated.

Foreign security futures products is another area where congres-
sional attention is warranted. Right now U.S. institutional inves-
tors are prohibited from trading foreign security futures products.
CFTC and the SEC could lift this ban, but thus far no action has
been taken. The result is that U.S. investors, including Federal
Government employee pension funds, earn different and usually
lower rates of return than their foreign counterparts who do have
access to these foreign security products. Again, we ask for the
Committee’s help to rectify this disparity.

This handicap could also be reduced if the CFTC and the SEC
adopted a targeted criteria for determining when foreign security
indexes are narrow or broad. If an index is broad-based and the
subject of a futures contract, it may be traded by U.S. investors;
if narrow-based it may not be. Many diverse foreign security in-
dexes, some with over 200 stocks, would not qualify under the
CFMA'’s narrow-based index criteria. Yet many of these foreign in-
dexes pose no threat of being used as a surrogate for trading an
individual stock. This Committee could encourage the CFTC and
the SEC to address this issue so that U.S. investors will have ac-
cess to more products for managing their foreign equity price risk.

Thank you for your time and attention to these issues, and we
look forward to working with the Committee on this legislation.

Chairman SHELBY. Thank you.

Mr. Duffy.

STATEMENT OF TERRENCE A. DUFFY, CHAIRMAN,
CHICAGO MERCANTILE EXCHANGE HOLDINGS, INC.

Mr. DuFrry. Thank you, Chairman Shelby and Senator Crapo. I
am Terry Duffy. I am the Chairman of Chicago Mercantile Ex-
change Holdings, Incorporated, which owns and operates the larg-
est U.S. futures exchange, and by most standards, the largest fu-
tures exchange in the world.

This hearing permits the Committee to consider whether the
Commodity Futures Modernization Act of 2000 has lived up to its
promise. I want to use this time to explain the CME’s suggestions
for extending the positive impact of CFMA.

First, I urge this Committee to direct the SEC and the CFTC to
exercise their statutory authority, to permit U.S. futures markets
to implement genuine risk-based margining for securities futures
products and to fully participate in the worldwide market for fu-
tures trading in broad-based indexes.

Second, we urge that the Commodity Exchange Act be amended
to stop the explosion of off-exchange, retail futures fraud, and to
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close the Zelener loophole, which is being exploited to avoid CFTC
jurisdiction. I am confident that our solutions cause no harm, com-
petitive or otherwise, to any customer or to the marketplace itself.

In my Congressional testimony of June 2003, I characterized sin-
gle-stock futures as the CFMA’s unfulfilled promise. I am sad to
say what was true then remains so even today. The success of sin-
gle-stock futures in European markets proves the value of the prod-
uct. In this country, inter-exchange competitive concerns, combined
with regulatory turf contests, largely mitigated the hope for this
product long before it was launched. The regulatory system that
has slowly evolved between the SEC and the CFTC has not ad-
dressed key issues. Several of the regulations that have been pro-
duced thus far are overly burdensome or inflexible.

We are not asking to undo the CFMA. We are only asking that
the CFTC and the SEC be directed to do exactly what was con-
templated by Congress when the CFMA was enacted. That is to
jointly issue regulations to permit risk-based portfolio margining.
This will put U.S. markets on par with financially sophisticated
markets throughout the world. No one disagrees that risk-based
margining is the world standard.

Any opposition to CME’s proposal is based on ill-conceived no-
tions of competitive parity. This claim is baseless. The average
daily trading volume on options exchanges is 5 to 6 million con-
tracts per day. One single-stock futures exchange has already
failed, and the other trades about 6,000 contracts per day. The op-
ponents of relief want Congress to suppress a potential competitor
because they have been unable to get regulatory relief. The CME
does not oppose equivalent relief for the securities options ex-
changes.

The CFMA defined one class of broad-based security indexes and
left it to the agencies to jointly create an inclusive definition. The
agencies have not done so. As a result, futures exchanges and U.S.
Futures Commission Merchants have been unable to provide their
customers with broad-based indexes on U.S. debt obligations, for-
eign debt obligations, and foreign equity securities.

The CFTC, the futures exchanges, and FIA are in agreement in
principle that this should be fixed now. Our proposal requires the
agencies to adopt a broad-based index definition that will fill in the
statutory void that the agencies left unattended for the past 5
years.

The last point I want to talk about is off-exchange, retail futures
trading. Off-exchange promotion of futures contracts to retail cus-
tomers is a continuing source of harm to consumers. Just over the
last 4 years of the CKFMA, the CFTC has brought 79 enforcement
actions involving 267 companies and individuals for illegal retail
foreign exchange trading. The CFTC estimates that these cases in-
volve trading with over 20,000 customers, and resulted in over
$260 million in penalties and restitution orders. This is just the tip
of the iceberg.

The massive continuing fraud committed against retail cus-
tomers in the OTC foreign exchange market, and the recent unfor-
tunate decision of the Seventh Circuit Court of Appeals in CFTC
v. Zelener, compel this industry to reexamine the public policy of
how the CFMA addresses retail foreign exchange futures and the
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threshold definition of what transactions should be subject to CFTC
jurisdiction. The Zelener case held that the CFTC jurisdiction is
avoided if the contract does not guarantee a right of offset. This
was a surprising result since futures contracts traded at our ex-
change do not guarantee a right of offset.

The bucket shops have already figured out that the rationale of
the Zelener opinion can apply to commodities other than FX. Heat-
ing oil and unleaded gas appear to be the hot targets as a result
of the price run-ups in those commodities. How soon will it be be-
fore the CFTC’s jurisdiction and its retail consumer protections are
reduced to irrelevance?

Our Zelener fix puts the crooks out of business before they take
the money and run, and it protects the public against the fraudu-
lent oil and orange juice scams that will replace currency scams if
the legislative response is limited to foreign exchange scams. It
does not interfere with any legitimate business operation. CME be-
lieves that the law should be returned to its pre-Zelener status. A
futures contract has always included leveraged, speculative con-
tracts for future delivery sold to retail customers. All pertinent reg-
istration and other customer protection provisions should apply to
such transactions.

Congress faces the challenge of adapting the CEA to an ever-
changing world to assure the efficiency, competitiveness, and fair-
ness of U.S. futures markets.

The CME looks forward to working with the Banking Committee
to produce legislation that meets that objective. I thank you very
much for your time.

Chairman SHELBY. Thank you, Mr. Duffy.

Mr. Frucher.

STATEMENT OF MEYER S. FRUCHER
CHAIRMAN AND CHIEF EXECUTIVE OFFICER,
PHILADELPHIA STOCK EXCHANGE

Mr. FRUCHER. Thank you very much, Mr. Chairman, Senator
Crapo. Thank you very much for having this hearing. This is very
important to the industry.

I testify today, not just on behalf of the Philadelphia Stock Ex-
change, but also on behalf of the five other U.S. securities markets
that trade options, namely the American Stock Exchange, the Bos-
ton Options Exchange, the CBOE, ISE, and the Pacific Exchange,
as well as on behalf of our clearinghouse, the Options Clearing Cor-
poration.

Securities options, that is, options on individual stocks and on
broad-based stock indexes, play an important role in the U.S. fi-
nancial system. U.S. options exchanges offer market participants a
liquid, low-cost opportunity to hedge positions held in the cash
markets. Market participants have been embracing exchange trad-
ed security options in record numbers in recent years, and daily
trading volumes have roughly doubled from 2000 to 2005, and are
up roughly 20 percent from 2004 to 2005 alone.

U.S. options exchanges operate in a highly competitive market-
place. Unlike the market for trading stocks, no options exchange
enjoys a dominant market share, let alone anything like the mar-
ket share the New York Stock Exchange commands in its listed
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stocks. The markets for trading individual equity options have, for
several years now, been characterized by cross-listing of products
that are traded on multiple exchanges. The markets for trading fu-
tures, in contrast, are marked by monopoly products traded on sin-
gle exchanges. Competition is a fact of life among the options
exchanges, and we accept it as a fact of life between the options
exchanges and exchanges that trade other products.

Since enactment of the Commodity Futures Modernization Act of
2000, the options exchanges have faced competition from a new
product, security futures, or futures on individual stocks and on
narrow-based stock indexes. Prior to 2000, Congress had prohibited
trading in these instruments, in large part due to the concerns
about the adequacy of regulating them strictly as futures.

The U.S. options exchanges did not object to the introduction of
security futures. We are used to competition. But we did urge Con-
gress to ensure that they are regulated in a manner that provides
a level playing field for security options. So did the President’s
Working Group. Congress agreed that security futures contain ele-
ments of both securities and futures and provided a role for the
SEC and the principles of securities regulation in the oversight of
these products.

This was the right policy in 2000 and is the right policy today.
It has allowed a new product to develop, facilitating a market par-
ticipant’s ability to engage in hedging and other strategies. At the
same time, it has prevented regulatory arbitrage. And the way you
conducted your hearings in 2000 eliminated the need for legislative
arbitrage, protected investors, reduced risk in the financial mar-
kets as a whole.

The U.S. options exchanges urge Congress to maintain the parity
of treatment for security options and security futures that was en-
acted in the CFMA. Any legislation should preserve parity, not just
on day one, but going forward as well. It should not authorize any
one exchange or regulator to end this parity in the future.

The U.S. futures exchanges advocate ending that parity in the
crucial area of customer margin. They propose allowing the futures
exchanges total discretion to set margin requirements for security
futures. This approach is contained in the bill reported by the Sen-
ate Agriculture Committee. Should this bill become law, it would
put Congress in the position of picking winners and losers in the
marketplace, exactly what Congress sought to avoid in 2000.

The U.S. options exchanges have an alternative approach that
would preserve the consistent treatment endorsed by Congress
while ensuring appropriate margin levels for both products. Under
this approach, Congress would direct the SEC and CFTC to adopt
joint rules permitting the use of portfolio margin for securities fu-
tures and also to direct the SEC to adopt a consistent rule for secu-
rities options. I think as a consequence of today’s hearing, that po-
sition was endorsed today by the SEC.

This would allow for more efficient margin treatment than the
current approach used for the two products, while maintaining an
adequate protection against risk. We have shared this approach
with the SEC, the CFTC, and look forward to its consideration by
the President’s Working Group as the process of reauthorization
moves forward.
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I also would like to commend you, Mr. Chairman, and this Com-
mittee, for including the President’s Working Group in this very
key and important dialogue on this product, and I think it is im-
portant that they be part of the process.

I will conclude by noting that the SEC recently authorized port-
folio margining for a narrow range of products and a narrow cat-
egory of market participants. Even this relatively modest step
followed 3 years of consideration by the SEC following submission
of a formal proposal.

While I appreciate the need for careful review by the SEC of ex-
change rulemaking, that process must not move so slowly as to sti-
fle innovation. I have said this to you before in another context.
The 9-month period specified for rulemaking in our proposal is suf-
ficient to ensure the legitimate regulatory concerns are addressed,
while allowing the exchanges to move forward. The SEC testified
on the first panel that the agency will move forward on this issue,
and I believe they will.

Thank you again, Mr. Chairman. I would be happy to answer
questions.

Chairman SHELBY. Mr. Lackritz.

STATEMENT OF MARK LACKRITZ
PRESIDENT, SECURITIES INDUSTRY ASSOCIATION

Mr. LACKRITZ. Thank you, Mr. Chairman and Senator Crapo. I
appreciate the opportunity to testify today on S. 1566 and to articu-
late SIA’s concerns about a couple provisions in this bill. I would
also like to thank you, Mr. Chairman, for convening this hearing
and for taking the interest in these particular provisions that are
of significant importance to the securities industry and to the cap-
ital markets.

We strongly support reauthorization of the CFTC this year, but
we do not support certain provisions that go beyond the CFTC re-
authorization and would amend the Commodity Exchange Act and
the recently enacted modifications to the CEA codified in the
CFMA in 2000.

We are deeply concerned with two principal areas in S.1566:
First, the provisions addressing portfolio margining; and, second,
the scope of the language addressing the so-called Zelener decision
and related foreign exchange issues, including the provisions to
limit the scope of permissible activities of broker-dealers.

We support the agency rulemakings and the SRO rule approvals
under the CEA and the Securities Exchange Act of 1934 that would
promote the adoption of portfolio margining. Any portfolio mar-
gining legislation, however, should ensure that all financial instru-
ments—and here we are not talking about just futures or single
stock futures or options, but all financial products—should be in-
cluded in a manner so it does not result in margin-based competi-
tive disparities.

The conventional approach to margin setting is called strategy-
based, and its primary deficiency is that only certain precisely
specified positions are treated as offsets. Combinations of financial
instruments that act as hedges to reduce risk are just not recog-
nized unless they appear on the list of acceptable offsets. But it is
simply impossible for a strategy-based system to accurately capture
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all the different possible combinations of financial instruments that
might change the risk of a given portfolio. That could only be done
through a model to perform the necessary number crunching. So
strategy-based margining creates two significant problems: First, it
penalizes customers for failing to link their margin requirements to
the true risk of loss in their portfolios; and, second, U.S. financial
firms can and, unfortunately do lose business where customers are
able to invest with financial services firms, often offshore, that are
permitted to calculate margin on a portfolio basis.

An ad hoc committee of the SIA has been working with the
SRO’s and the SEC to expand the use of portfolio margining, really
across the board, and we hope a proposal we recently submitted to
the New York Stock Exchange will be approved in the near future.

We, therefore, oppose the provisions that are in S. 1566 currently.
They are addressed solely to portfolio margining for security fu-
tures. These provisions are way too narrowly drawn, creating the
potential for inappropriate competitive disparities across competing
product markets. We would support legislation, however, that the
SEC and CFTC agree would facilitate adoption of SRO rules imple-
menting portfolio margining.

With respect to broker-dealer affiliates, we strongly oppose the
provisions of S. 1566 that would cut back significantly existing pro-
visions of the CFMA that permit SEC-registered broker-dealers
and their material affiliates to conduct over-the-counter foreign ex-
change futures activities with counterparties that do not qualify as
eligible contract participants. It is our understanding that these
provisions are intended to deal with a practice in which firms es-
tablish and register shell FCM’s for the purpose of permitting
under-capitalized and u